
----.

BEll ATLANTIC

POSTRETIREMENT BENEFITS OTHER THAN PENSIONS (OPEB)
1992 INCREMENTAL EXPENSES AND CAPITAL INVESTMENT

($000)

Workpaper 6-32

1. Incremental Costs

rNP 6-31. Line 3)

NOTE 1

DC MO VA WV OS NJ PA BA

---------- ---------- ---------- ---------- ---------- ---------- ---------- ----------
6.564 18.982 16.965 5.876 2.181 33.336 32.694 116.598

2. Expense Ratio

(Company Accounting Records)

3. Incremental Expenses

(line 1 • Line 2)

4. Incremental Capital Investment

(Line 1 - Line 3)

96.SOCMt

6,354

210

96.SOCMt

18.375

607

96.SOCMt

16,422

543

96.80%

5.688

188

96.80%

2.111

70

96.80%

32,269

1.067

96.SOCMt

31.648

1.046

96.8OlMt

112.867

3.731

NOTE 1: Bell Atlantic II the lum 0' the JurIsdictions.



BELL P JTIC ''\ Workp 5-33

POSTRETIREMENT BENEFITS OTHER THAN PENSIONS (OPEB)

1992 INCREMENTAL SUBJECT TO SEPARATIONS EXPENSES

($000)

NOTE 1

DC MO VA WV OS NJ PA BA

---------- ---------- ---------- ---------- ---------- ---------- ---------- ----------
1. Incremental Expenses Total Company 6,354 18,375 16,422 5,688 2,111 32,269 31,648 112,867

~p 6-32, Line 3)

2. Total Operating Expenses 304,241 943,504 920,270 291,151 118,761 1,665,655 1,624,083 5.867,665

Total Company

(FCC Report 43-01

3rd Otr 1991 Row 1190)

3. Depreciation/Amortization 76,029 237,223 252,257 85,794 31.505 425,430 408,458 1,516.696

Tolal Company

(FCC Report 43-01

3rd Otr 1991 Row 1180)

4. Total Expense Less Depreciation 228,212 708,281 868,013 205,357 87,256 1,240,225 1,215,625 4,350,969

TOlal Company

(Line 2 - line 3)

5. Total Operating Expenses 258,898 835,070 821,298 271,505 106.344 1,496,918 1,460,440 5,250,473

Sub/ecl to Separations

(FCC Report 43-01

3rd Otr 1991 Row 1190)

6. Depreclallon/Amortizatlon 73,582 234,465 250,888 85,521 31,390 421,092 403,470 1,500,408

SubJect to Separations

(FCC Report 43-01

3rd Otr 1991 Row 1180)

7. Total Expense Less Depreclalfon 185,316 600,605 570,410 185,984 74,954 1,075,826 1,056,970 3,750,065

SubjecllO separations

(Line 5 - Line 6)

8. % Subject to Separations 81.20% 85.04% 85.39CM1 90.57% 85.90% 86.74% 86.95% 86.19CM1

(Line 7 /line 4)

9. Incremental Expenses 5,159 15,626 14,023 5,152 1,813 27,990 27,518 97,281

SubJect to Separations

(Line 1 • line 8)

NOTE 1: Bell Atlanllc Is the sum of the jurisdictions.
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BELL ATLANTIC Workpaper 6-34

POSTRETIREMENT BENEFITS OTHER THAN PENSIONS (OPEB)

1992 INCREMENTAL SUBJECT TO SEPARATIONS CAPITAL

($000)

NOTE 1

DC MO VA WV OS NJ PA BA

---------- ---------- ---------- ---------- ---------- ---------- ---------- ----------
1. Incremental Capital Total Company 210 607 543 188 70 1,067 1.046 3,731

rNP 6-32, line 4)

2. Total Plant In Service 1,394,767 4,919,216 4,849,293 1,481,543 653,442 8,122,764 8,529.708 29,950.733

Total Company

(FCC Report 43-01

3rd atr 1991 Row 1690)

3. Total Plant In Service 1,339,982 4,m,784 4,753,539 1,465,285 637,692 7.977,875 8.342,005 29,294,162

SubJect to separations
(FCC Report 43-01

3rd atr 1991 Row 1690)

4. % SubJect to Separations 96.07% 97.12CMa 98.03% 98.90% 97.59% 98.22% 97.80% 97.81%

(line 3/line 2)

5. Incremental Capital 202 590 532 186 68 1.048 1,023 3,649

SubJect to Separations
(Line 1 • Line 4)

NOTE 1: Sell AUantic II the lum 01 the Jurladlctlon••



BELL A >JTIC
~

Workp, 3-35

POSTRETIREMENT BENEFITS OTHER THAN PENSIONS (OPES)
1992 INCREMENTAL INTERSTATE EXPENSES

($000)
NOTE 1

DC MD VA WV OS NJ PA BA

---------- -----.---- ---------- ---------- ---------- ---------- ---------. ---------.
1. Incremental Expenses 5,159 15,826 14,023 5.152 1,813 27.990 27,518 97,281

Subject to Separations

(WP 6-33, line 9)

2. Total Operating Expenses 258.898 835.070 821.298 271.505 106,344 1,496,918 1.460,440 5,250,473

Subject to separations

(FCC Report 43-01

3rd Otr 1991 Row 1190)

3. DepreclatlonlAmortization 73,582 234,465 250.888 85,521 31.390 421.092 403,470 1.500,408

Subjecl to Separations

(FCC Report 43-01

3rd Otr 1991 Row 1180)

4. Total Expense Less Depreciation 185,316 600.605 570.410 185,984 74,954 1,075,826 1,056,970 3,750,065

Subject to Separations

(line 2 - line 3)

5. Total Operating Expenses 78.277 189.618 203.406 70.391 33.932 404,063 333,262 1,312,949

Interstate

(FCC Report 43-01

3rd Otr 1991 Row 1190)

6. Depreciation/Amortization 23,666 55.752 87.030 23,369 9,903 124,364 98.486 402.570
Interstate

(FCC Report 43-01

3rd Otr 1991 Row 1180)

7. Total Expense Less Depreciation 54.611 133.866 136.376 47.022 24,029 279.699 234,776 910.379
Interstate

(line 5 - line 6)

8. % Inlerstate 29.47% 22.29% 23.91% 25.28% 32.06% 26.00% 22.21% 24.28%
(line 7 / Line 4)

9. Incremental Expenses 1.520 3.483 3.353 1.302 581 7.277 6,112 23,628
Interstate

(line 1 • line 8)

NOTE 1: Bell Atlantic Is the ~um of the Jurisdictions.
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BELL ATLANTIC Workpaper 6-36

POSTRETIREMENT BENEFITS OTHER THAN PENSIONS (OPEB)
1992 INCREMENTAL INTERSTATE CAPITAL

($000)

NOTE 1

DC MO VA wv OS NJ PA BA

---------- ---------- ---------- ---------- ---------- ---------- ---------- ----------
1. Incremental Capital 202 590 532 186 68 1,048 1,023 3,649

Subject to separations

fNP 6-34, line 5)

2. Total Plant In service (TPIS) 1,339,982 4,7n,784 4,753,539 1,465,285 637,692 7.977,875 8,342.005 29.294.162
Subject to separations

(FCC Report 43-01

3rd Otr 1991 Row 1690)

3. Total Plant In service 430,582 1,133,735 1,246,928 395,628 199,135 2,314,870 2,031.611 7,752.489
Interstate

(FCC Report 43-01

3rd Otr 1991 Row 1690)

4. % Interstate 32.13% 23.73% 26.23% 27.00% 31.23% 29.02% 24.35% 26.46%
(line 3/line 2)

5. Incremental Capital 65 140 140 50 21 304 249 969
Interstate

(line 1 • line 4)

6. Average TPIS 33 70 70 25 11 152 125 485
(line 5/2)

NOTE 1: Bell Atlantic Is the sum of the Jurisdictions.



BELL ATLANTIC

..~
\

POSTRETIREMENT BENEFITS OTHER THAN PENSIONS (OPES)
1992 INCREMENTAL INTERSTATE DEPRECIATION EXPENSE

($000)

Workpaper 6-37

NOTE 1

DC MO VA WV OS NJ PA BA

---------- ---------- ---------- ---------- ---------- ---------- ---------- ----------
1. Incremental Capital Interstate 65 140 140 50 21 304 249 969

(WP 6-36, line 5)

2. Total Plant In service 430,582 1,133,735 1,246,928 395,628 199,135 2,314,870 2,031,611 7,752,489

Interstate

(FCC Report 43-01

3rd atr 1991 Row 1690)

3. DepreclatlonlAmortization 23,666 55,752 67,030 23,369 9,903 124.364 98,486 402.570

Interstate As of 3rd atr 1991

(FCC Report 43-01

3rd atr 1991 Row 1180)

4. Annual Depreciation Rate 7.33lMt 6.56lMt 7.17lMt 7.88lMt 6.63lMt 7.16lMt 6.46lMt 6.92lMt

«line 3 • 4/3) I line 2)

5. Incremental Depreciation Expense 5 9 10 4 1 22 16 67

(line 4 • line 1)

NOTE 1: 8ell Atlantic Is the sum 0' the Jurisdictions.
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BELL ATLANTIC Workpaper 6-38

POSTRETIREMENT BENEFITS OTHER THAN PENSIONS (OPEB)
1992 INCREMENTAL DEFERRED TAXES - STATE

($000)

NOTE 1

DC MO VA WV OS NJ PA BA

---------- ---------- ---------- ---------- ---------- ---------- ---------- ----------
1. Incremental OPEB Interstate Expenses 1,520 3,483 3,353 1,302 581 7,277 6,112 23,628

(WP 8-35, line 9)

2. Incremental OPEB Interstate 5 9 10 4 1 22 16 67

Depreciation Expense

(WP 6-37, line 5)

3. Total Interstate Expenses not 1,525 3,492 3,363 1,306 582 7,299 6,128 23,695

Recognized for Tax Purposes

(line 1 + line 2)

4. Applicable State Tax Rates 10.144CM1 2.700CM1 6.000CMI 9.075CM1 8.700CM1 O.OOOCMI 12.250CM1 5.79OCM1

5. State Deferred Taxes 155 94 202 119 51 0 751 1,372

(line 3 • line 4)

6. Averaged Deferred Tax Balance 78 47 101 60 26 0 376 688
(line 5/2)

NOTE 1: Bell Atlantic Is the sum of the Jurisdictions,
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BELL ATLANTIC Workpaper 6-39

POSTRETIREMENT BENEFITS OTHER THAN PENSIONS (OPES)
1992 INCREMENTAL DEFERRED TAXES - FIT

(SOOO)

NOTE 1

DC MD VA WV OS NJ PA BA

---------- ---------- ---------- ---------- ---------- ---------- ---------- ----------
1. Incremental OPEB Interstate Expenses 1,520 3,483 3,353 1,302 581 7,277 6,112 23,628

rNP 6-35, line 9)

2. Incremental OPEB Interstate 5 9 10 4 1 22 16 67
oepreclallon Expense

rNP 6-37, line 5)

3. State Income Taxes not 155 94 202 119 51 0 751 1,372
Recognized for Tax Purposes

rNP 6-38, line 5)

4. Total Interstate Expenses not 1,370 3,398 3,161 1,187 531 7,299 5,377 22.323
Recognized for FIT Purposes

(line 1 + line 2 - line 3)

5. Applicable FIT Rate 34.00% 34.00% 34.00% 34.00CMI 34.00CMI 34.00CMI 34.00% 34.00%

6. FIT Deferred Taxes 466 1,155 1,075 404 181 2,482 1,828 7.591
(Line 4 • line 5)

7. Averaged Deferred Tax Balance 438 1,082 1,005 378 169 2.320 1,709 7,099
(line 6' 2)

NOTE 1: Bell Atlantic Is the sum of the Jurisdictions.



BELLA ITIC Workp< 3-40

POSTRETIREMENT BENEFITS OTHER THAN PENSIONS (OPEB)

1992 INCREMENTAL UNFUNDED LIABILITY

($000)

NOTE 1

DC MO VA WV OS NJ PA BA

---------- ---------- ---------- ---------- ---------- ---------- ---------- ----------
1. Incremental Unfunded Liability 6,564 18,982 16,965 5,876 2,181 33,336 32,694 116,598

rNP 6-31, Line 3)

2. Total Operating Expenses 304,241 943,504 920,270 291,151 118,761 1,665,655 1,624,083 5,867,665
Total Company

(FCC Report 43-01

3rd Otr 1991 Row 1190)

3. DepreclatlonlAmortization 76,029 237,223 252,257 85,794 31,505 425,430 408,458 1,516,696
Total Company

(FCC Report 43-01

3rd Otr 1991 Row 1180)

4. Total Expense Less Depreciation 228,212 706,281 668,013 205,357 87,256 1,240,225 1,215,625 4,350,969
Total Company

(Line 2 - Line 3)

5. Total Operating Expenses 78,277 189,618 203,406 70,391 33,932 404,063 333.262 1,312,949
Interstate

(FCC Report 43-01

3rd Otr 1991 Row 1190)

6. DepreclatlonlAmorllzatlon 23,666 55,752 67,030 23,369 9,903 124,364 98,486 402,570
Interstate

(FCC Report 43-01

3rd Otr 1991 Row 1180)

7. Total Expense Less Depr~'atlon 54,611 133,866 136,376 47,022 24,029 279,699 234,776 910,379
Interstate

(Line 5 - Line 6)

8. % Interstate 23.93% 18.95% 20.42% 22.90% 27.54% 22.55% 19.31% 20.92%
(Line 7 I Line 4)

9. Incremental Unfunded Liability 1,571 3,597 3,464 1,346 601 7,517 6,313 24,409
Allocated to Interstate

(Line 1 • Line 8)

NOTE 1: Bell Atlantic Is the sum of the Jurisdictions.



BELL ATLANTIC

.~

INCREMENTAL INTERSTATE REVENUE REQUIREMENT CALCULATION

FOR OTHER POST RETIREMENT EMPLOYMENT BENEFITS (OPEB)

FOR 1992

($000)

Workpaper 6-41

NOTE 1

DC MD VA WV OS NJ PA BA

---------- ---------- ---------- ---------- ---------- ---------- ---------- ----------
1,520 3,483 3,353 1,302 581 7,277 6,112 23,628

(232) (964)

(450) (1,870)

1. Expenses Less Depreciation
(WP 6-35, In 9)

2. Depreciation Expenses
(WP 6-37, In 5)

3. State Income Taxes

(line 4 • Tax Ratel(l - Tax Rate»

4. Net Return

(line 12 • 11.25%)

5. F.1. T.

(line 4 • 34%/(1 - 34%»

5

(13)

(114)

(59)

9

(8)

(286)

(14n

10

(In

(264)

(136)

4

(10)

(100)

(52)

(4)

(45)

(23)

22

o

(611)

(315)

16

(63)

67

(115)

~::}a~iji.uif&ij.:U11;:]:}~:I;']';:Ii ..i~x.
(Sum of lines 1 through 5)

::=:: ::{7$••:::;:':·:·::;;:)I!;;:::::JJ.t.4Cl:

7. Tolal Plant In Service 90 192 191 69
(WP 6-36, In 6 + WP 6-25, In 5)

8. Accumulated Depreciation 7 13 14 5
(Ln 2/ 2 + WP 6-26, Ln 5)

9. Accumulated Deferred State Taxes 214 120 277 165
(WP 6-38,ln 6 + WP 6-27,ln 5)

10. Accumulated Deferred FIT 841 2,090 1,940 729
(WP 6-39, In 7 + WP 6-28, In 6)

11. Unfunded liability 2,152 4,927 4,745 1,843
(WP 6-40, Ln 9/2 + WP 6-29, In 9)

12. Net Rate Base (1,014) (2,538) (2,351) (885)
(lines 7 - 8 + 9 + 10 - 11)

NOTE 1: Bell Atlantic Is the sum of the Jurisdictions.

30

2

70

326

623

(399)

416

30

o

4,478

10,296

(5,432)

342

22

1,029

3,299

8,647

(3,999)

1,330

93

1,875

13,703

33,433

(16,618)



BELL ATLANTIC

~

Workpaper 6-42

GNP-PI IMPACT
OTHER POST RETIREMENT EMPLOYMENT BENEFITS (OPEB)

SOURCE AMOUNT

1. TOTAL INTERSTATE REVENUES

2. END USER REVENUES

3. INTERSTATE REVENUES LESS ENDUSER REVENUE

4. GNP-PI IMPACT

5. GNP-PI IMPACT

ARMIS 43-04, Submission OS,

Row 4050, col d 'or 1990 data

ARMIS 43-04, Submission OS,
Row 4010, col d for 1990 data

LINE 1 - LINE 2

ATIACHMENT A, PAGE 31

LINE 3 • LINE 4

2,709,417

719,309

1,990,108

0.0124%

247



BELL ATLANTIC

'\

Workpaper 6-43

EXOGENOUS COST AMOUNTS FOR RATEMAKING
FOR OTHER POST RETIREMENT EMPLOYMENT BENEFITS (OPEB)

SOURCE AMOUNT

-------------------------------------- -----------
1. INTERSTATE REVENUE REQUIREMENT

JANUARY 1, 1991 THROUGH JUNE 30, 1991

2. INTERSTATE REVENUE REQUIREMENT

JULY 1,1991 THROUGH DECEM8ER31, 1991

3. INTERSTATE REVENUE REQUIREMENT

JANUARY 1, 1992 THROUGH JUNE 30, 1992

4. INTERSTATE REVENUE REQUIREMENT

FROM JANUARY 1, 1991 THROUGH JUNE 30, 1992

5. GOING FORWARD GROSS AMOUNT

6. GNP - PI IMPACT

7. GOING FORWARD AMOUNT

NET OF GNP-PI IMPACT

(rNP 6-30, LINE 6) I 2)

(rNP 6-30, LINE 6) I 2)

(rNP 6-41, LINE 6) I 2)

LINE 1 + LINE 2 + LINE 3

LINE 2 + LINE 3

rNP 6-42, LINE 5)

LINE 5 - LINE 6

9,743

9,743

10.373

29.859

20,116

247

19,869
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Response to Paragraph 16

01 FCC Order 01 Investigation and Suspension

CC Docket No. 92 ·101

May 26,1992



Paragraph 16 requests information that can be used in a serious
impartial evaluation of a macroeconomic model and its results. Ideally,
enough information should be provided so that the numerical results
produced by a macroeconomic model can be reproduced, or at least
checked, by an outside reader with a professional training in economics.
In writing the macroeconomic portions of the Godwins report we tried to
anticipate the need for reproducibility and included in the report
enough information to reproduce the numerical results of the
macroeconomic model (See Appendix C of the Godwins report). However,
the explanation in Appendix C of the Godwins report is relatively brief,
so we will use the opportunity presented by Paragraph 16 to elaborate on
various aspects of the macroeconomic model and its calibration.

Before presenting a detailed point-by-point response to items
raised in Paragraph 16, it might be helpful to discuss the type of
macroeconomic model used in the Godwins report and to contrast this
model with conventional large-scale short-run econometric forecasting
models. The reason for contrasting the two types of models is that the
requests in Paragraph 16 constitute an appropriate set of questions for
scrutinizing the results of a conventional large-scale econometric
forecasting model. However, some of the questions are not germane for
scrutinizing the macroeconomic model used in the Godwins report.

The macroeconomic model used in the Godwins report is a classical
general equilibrium model. As discussed in the Godwins report on pp.
26·27, the choice of a type of macroeconomic model for examining the
effect on GNP-PI of the introduction of SFAS 106 was guided by a list of
five desirable characteristics for a model:

(1) The model should be a multi-sector model allowing for some
firms to offer post-retirement health benefits while other firms
do not offer such benefits.

(2) The model should explain how production costs are related to
the costs of labor and other inputs, and should allow for the
possibility of substituting capital for labor as labor becomes
more expensive.

(3) The model should provide a specification of the demand for
goods related to the overall price level as well as to prices of
goods in each sector.

(4) The model should be tractable so that numerical solutions can
be computed and readily interpreted.

(5) The model should be internally consistent and based on sound
economic foundations.

The classical general equilibrium model used in the Godwins report
meets all five of these criteria. However, large-scale commercial
econometric models do not meet all of these criteria. In particular,
most large-scale commercial econometric models do not meet criteria (4)

___-----------..;1;..------ c50dw'ns _---
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and (5). These models typically contain several hundred, or even over a
thousand, equations and variables to be forecast. In addition to the
sheer difficulty of tracing the effects of so many variables, the
forecasts produced by commercial forecasters generally are based also on
other factors such as time-series analysis, current data analysis, and
"judgment". The fact that the forecasts of these models are based
significantly on judgment and current data analysis makes it very
difficult for an impartial observer to reproduce the results of these
models and obscures the ability to readily interpret the forecasts
produced by these commercial forecasters. Commercial large-scale
econometric models in general have also been criticized for failure to
satisfy criterion (5) that they be internally consistent and based on
sound economic foundations. In light of the five desirable
characteristics listed above, it was decided that a classical general
equilibrium model would be preferable to a large-scale commercial
econometric model for the purpose of evaluating the effect on GNP-PI of
the introduction of SFAS 106.

An additional consideration that led to the choice of the
classical general equilibrium model is related to the timing of the
responses to the introduction of SFAS 106. The classical general
equilibrium model is intended to gauge the effects of changes after the
economy has returned to equilibrium, which may take several calendar
quarters or years. This model does not address the extremely difficult
task of predicting the dynamic responses over the short-run. By
contrast, large-scale econometric models deliver a series of quarterly
forecasts of GNP and other macroeconomic variables. However, in our
judgment, short-run dynamic behavior is extremely difficult to forecast.
Although these models do produce short-run forecasts, we would be
cautious in interpreting the timing implied by these short-run
forecasts. We decided to sidestep this difficult problem by using the
conservative approach of calculating the impact on the macroeconomy
after the economy fully responds to SFAS 106. The sense in which this
approach is conservative is that it probably will overstate the short­
run impact on macroeconomic variables, and thus helps guard against
understating the impact on GNP-PI.

Now we will present a detailed point-by-point response to the
issues raised in paragraph 16. We will structure the responses
according to the following list of requests in Paragraph 16:

(1) fully describe and document the macroeconomic model, including

(a) the method of estimation
(b) parameter estimates
(c) summary statistics

(2) provide the same information as in (1) for any alternate
functional forms that were used

(3) provide the data used to estimate the model

_________------2------ &()Jwlns_---
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(4) provide the data used in making forecasts from the model

(5) provide the results of any sensitivity analyses performed to
determine the effect of using different assumptions.

Response to request (1): fully describe and document the macroeconomic
model, including the method of estimation, parameter estimates, and
summary statistics.

The macroeconomic model used in the Godwins report is described
verbally on pp. 27-28 of the Godwins report, and a complete mathematical
derivation and description of the model is presented in Part I of
Appendix C, pp. 54-57. In order to apply this mathematical model to the
United States, numerical values of the parameters need to be selected.
In a conventional large-scale commercial econometric model, the
numerical values of the parameters are typically estimated
econometrically. For these models, it is important to ask about the
method of estimation, the parameter estimates, and summary statistics
describing the statistical properties of the parameter estimates and the
model forecasts. However, the values of the parameters used in the
classical general equilibrium model in the Godwins report were not
econometrically estimated in the course of the preparation of the
Godwins report. Instead, the numerical values of the model were
calibrated so that in the baseline calculation without SFAS 106, the
numerical results produced by the model matched U.S. macroeconomic data.

The calibration procedure is described in Part II of Appendix C,
pp. 58-59, but here we will present a verbal description of the
calibration. The utility function of households contains the following
parameters:

a1 and a2' which measure the relative desirability to consumers of
the goods produced in sectors 1 and 2: The larger is al relative
to a2' the larger is the production of good 1 relative to good 2,
and the larger is the share of the labor force employed in sector
1. The values of a1 and a2 are chosen so that in the initial
equilibrium (before the introduction of SFAS 106) 68% of the labor
force is employed in sector 1 (which does not offer SFAS 106
benefits) and 32% of the labor force is employed in sector 2
(which offers SFAS 106 benefits). These figures for the shares of
employment in sector 1 and in sector 2 match U.S. data as
indicated on page 7 of the Godwins report. (Of the 95.8 million
private sector employees, 30.7 million are eligible to have a
proportion of their charges in retirement met by their employer's
medical plan. Thus, the share of the private sector labor force
employed in sector 2 is 30.7 mi11ion/95.6 million - 32%.)

8, which is the elasticity of substitution between the consumption
of any two goods: The parameter 8 equals the price of elasticity
of the demand for goods. This parameter was not estimated nor was

_________----...3------ciuJwlns_---
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it directly calibrated to data. As stated on page 29 of the
Godwins report, a value of 1.5 was used for 8, recognizing that
this value most likely overstates the true price elasticity of
demand. Experimentation with the value of 8 indicated that the
impact of SFAS 106 on the GNp·PI increases when the price
elasticity of demand increases. (See the table on page 41 of the
sensitivity analysis in the Godwins report.) Thus, using a high
value of 8 would guard against understating the impact of SFAS 106
on the GNp·PI.

~, which is the elasticity of labor supply: The elasticity of
labor supply has been estimated econometrically in dozens of
studies. Rather than try to estimate this elasticity again for
the Godwins study, we referred to surveys of econometric studies
of labor supply. The first complete paragraph on page 30 of the
Godwins report describes the results of these studies and explains
the choice of the value of zero for the labor supply elasticity.

Ye can amplify the discussion on page 30 by pointing out that
there is an important difference between the response of labor
supply to a temporary change in the real wage and a permanent
change in the real wage. Economists explain the difference by
using the concepts of an income effect and a substitution effect.
An increase in the real wage increases the reward for working and
causes people to substitute some of their time away from leisure
toward working. Thus, the substitution effect of an increase in
the real wage is an increase in labor supply. In addition, an
increase in the real wage makes workers wealthier and reduces the
need to'work (or equivalently makes workers able to afford more
leisure and less labor). This effect, known as the income effect,
means that workers will reduce their labor supply in response to
an increase in the real wage. Thus, the income effect and the
substitution effect work in opposite directions: the substitution
effect increases labor supply and the income effect reduces labor
supply when the real wage increases. For a temporary increase in
the real wage, the worker does not become very much wealthier and
the income effect is relatively small. The income effect is
likely to be smaller than the substitution effect and thus workers
would be likely to increase labor supply in response to a
temporary increase in the real wage. In contrast, for a permanent
increase in the real wage, the income effect is likely to be
relatively large. If the income effect is larger than the
substitution effect, then workers will reduce their labor supply
in response to a permanent increase in the real wage, which is a
negative labor supply elasticity.

The introduction of SFAS 106 is a permanent change and thus any
effects on the real wage are to be regarded as permanent effects
rather than temporary effects. Thus, in choosing a value of the
labor supply elasticity, it is appropriate to use the elasticity
describing the response to a permanent change in the real wage.
The econometric estimates described on page 30 of the Godwins

-4­________________--- &iJawlns----
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report refer to permanent wage changes, and the use of income and
substitution effects explains why these estimated elasticities are
somewhat negative. The impact of SFAS 106 on the GNP-PI is larger
for higher labor supply elasticities, and the labor supply
elasticity was set to zero in the baseline calculation to guard
against understating the impact on the GNp·PI.

7, which is the share of nominal expenditure devoted to produced
goods: Given the calibration of the other parameters of the
model, the value of 7 does not affect the calculated effects of
SFAS 106 on GNp·PI or the wage rate. As explained in Part II of
Appendix C of the Godwins report, the model is calibrated so that
in the absence of SFAS 106, prices in all sectors and the GNp·PI
are normalized to equal 1.0. With this normalization, the value
of 7 becomes completely irrelevant to the numerical results of the
model.

~, which measures the disutility of labor: With the specification
of the utility function in equation (Al) in Appendix C of the
Godwins report, the labor supply curve has a constant elasticity
with respect to the real wage. With a constant elasticity with
respect to the real wage, the labor supply curve depends on only
two parameters: the elasticity of labor supply and a location
parameter. The elasticity of labor supply has already been
discussed. The location parameter was chosen to make labor supply
equal to labor demand as indicated in equation (B9) in Part II of
Appendix C in the Godwins report. Given the labor supply
elasticity and the location parameter, the numerical value of the
parameter ~ is irrelevant.

The production function contains the following parameters:

Pl and P2' which are the shares of labor cost in value added in
sectors 1 and 2 respectively: In the baseline calculations, each
of these parameters is set equal to 0.64 which is the share of
labor cost in value added for the U.S. economy as a whole.

Al and A2 , which are productivity parameters in sectors 1 and 2
respectively: These parameters affect the demand for labor in
each sector. They are calibrated so that when labor supply equals
labor demand, 68% of the labor force is employed in sector 1 and
32% of the labor force is employed in sector 2. The details of
this calibration are contained in Part II of Appendix C, pp. 58·
59.

Response to request (2): provide the same information as in (1) for any
alternate functional forms that were used.

Experimentation with different functional forms and different
parameter values involves a fundamental tension. On the one hand,
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experimentation with different functional forms and different parameter
values offers the benefit of learning how robust the results are to
various changes in the model. On the other hand, experimentation may
allow the researcher to go on a "fishing expedition-, fishing for the
functional forms and parameter values that deliver the most pleasing
result. We tried to strike the appropriate balance by not experimenting
with functional forms (except as described below) and by reporting the
results of experimentation with parameter values in the sensitivity
analysis.

The only change in the model that might be construed as a change
in functional form occurred while the model was in a developmental stage
before Godwins was engaged by USIA. In the developmental stage, the
original (simpler) functional form for labor supply assumed that the
labor supply elasticity must be zero. However, we modified the labor
supply function to its current form to allow the labor supply elasticity
to be either zero or nonzero. In a sense, this change was not really a
change in functional form because the original labor supply function is
a special case of the labor supply function used in the Godwins report.
The baseline calculations use a value of zero for the labor supply
elasticity, but we decided to allow for nonzero labor supply
elasticities so that we could perform a sensitivity analysis on the
labor supply elasticity. The results of the sensitivity analysis are
reported in section IV of the Godwins report.

The functional form used for the production functions is the Cobb­
Douglas production function. This functional form is perhaps the most
widely used functional form for production functions.

The functional form of the utility function was chosen so that the
elasticity of labor supply and the price elasticity of demand for each
good are all constant. Various constant values of these elasticities
were used in the sensitivity analysis. The functional form of the
utility function was also chosen to incorporate the effects on demand of
the aggregate price level as well as the individual sector prices.

Response to request (3): provide the data used to estimate the model.

As explained above, the model used in the Godwins report is not an
econometric model. The choice of values for various parameters was
described in response to request (1).

Response to request (4): provide the data used in making forecasts from
the model.

Conventional large-scale commercial econometric models are
frequently used to make short-run macroeconomic forecasts of a variety
of macroeconomic variables. The forecasts are condieional forecasts
which means that the forecasts depend on the assumed future values of
various input variables to the model. For such models, it is important
to examine the data used in making forecasts from the model as well as
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summary statistics describing historical forecast accuracy (which is
related to request (lc) above).

The macroeconomic model in the Godwins report is not a
conventional short-run forecasting model. The only additional data that
is used to calculate the macroeconomic effects of the introduction of
SFAS 106 is the direct percentage increase in labor costs for firms in
sector 2. In the baseline calculations a value of 3% is used for the
direct percentage increase in labor costs for firms in sector 2. In the
sensitivity analysis values of 2% and 5% are also used.

Summary statistics are often used to gauge the forecasting
accuracy of conventional short-run econometric forecasting models, but
such statistics are not appropriate in the case of the macroeconomic
model used in the Godwins report. Short-run econometric forecasting
models produce forecasts of a variety of economic variables and, after
the fact, the accuracy or forecast error of each forecast can be
evaluated. For instance, a model could be used in 1992 to forecast GNP­
PI in 1993. Then after we learn what the actual value of GNP-PI turns
out to be in 1993, we can calculate the forecast error as the difference
between the forecasted value of GNP-PI and the actual value of GNP-PI.
Then after several years, the accuracy of the forecasts can be gauged by
appropriate summary statistics of the forecast errors.

The model in the Godwins report is not a forecasting model in the
same sense as the large-scale commercial econometric models. The model
is not designed to forecast the actual level of GNP-PI. Instead it is
designed to estimate the change in the level of GNP-PI that results from
the introduction of SFAS 106. That is, the model is designed to
calculate the difference between the actual value of GNP-PI after the
introduction of SFAS 106 and the value of GNP-PI that would have
prevailed if SFAS 106 were not introduced. Even after the fact, when we
observe the actual value of GNP-PI in the presence of SFAS 106, we will
not be able to assess the accuracy of the model in the standard way.
Remember that the model produces an estimate of how much different GNP­
PI is as a result of the introduction of SFAS 106. To assess the
accuracy of this estimate we would need to know the actual level of GNP­
PI after the introduction of SFAS 106 and we would also need to know the
value that GNP-PI would have had if SFAS 106 were not introduced. Even
after the fact, we cannot observe or directly measure the level that
GNP-PI would have taken in the absence of SFAS 106. Thus traditional
measures of forecast accuracy cannot be used to assess the accuracy of
the model in the Godwins report.

Three additional remarks are in order at this point. First, the
model is specifically designed not to be a forecasting model but instead
to focus on how much different GNP-PI is as a result of the introduction
of SFAS 106. This focus is exactly the question at issue in the Godwins
report.

Second, the fact that the model in the Godwins report cannot be
evaluated by the traditional measures of forecast accuracy does not mean
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that the model cannot be checked against reality. The parameters in the
model were calibrated so that the values of labor share of total cost,
and the share of employment covered by SFAS 106 produced by the model
matched up with actual values of these numbers.

Third, our confidence in the model's numerical results is
bolstered by the sensitivity analysis which indicates that our results
are quite robust to changes in the values of the model's parameter•.

Response to request (5): provide the results of any sensitivity analyses
performed to determine the effect of using different assumptions.

As mentioned above, Section IV of the Godwins report, pp. 34·43,
is devoted to the sensitivity analysis. In particular, pp. 37-39
specifically discuss the sensitivity analysis of the macroeconomic
model. The numerical results of the sensitivity analysis are presented
in the table on page 41.
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